ABSTRACT This paper examines whether the type of jointly controlled entity influences the management choice to report interests in this kind of joint venture using the equity method or proportionate consolidation. We address this gap in the accounting choice literature by exploiting the UK setting where, due to the transition to IFRS, firms had to change their reporting method for interests in jointly controlled entities from the gross equity method to a similar approach (equity method) or to proportionate consolidation. We support our analysis on the classification of jointly controlled entities proposed by Hennart (1988) . We hypothesize that venturers are more likely to change their reporting method to proportionate consolidation when the majority of their jointly controlled entities are cases of Link instead of Scale cooperation. After controlling for several variables, our results are consistent with the predictions and thus suggest that the type of jointly controlled entity plays an important role in the management decision to report interests in jointly controlled entities using the equity method or proportionate consolidation. However, the results also provide empirical evidence supporting the importance of debt covenant costs and monitoring costs in the choice between alternative reporting methods.
Introduction
There is no international consensus on the appropriate reporting method for interests in Jointly Controlled Entities (JCEs). Alternatives include the equity method and proportionate consolidation. Policy makers are conscious of the need to find a consensual solution on this issue. The IASB engaged in a shortterm convergence project with the FASB in order to achieve convergence by removing the option of accounting for interests in JCEs using either the equity method or proportionate consolidation from IAS 31, Interests in Joint Ventures (2003) . The latest tentative decision consists of the elimination of proportionate consolidation.
Previous studies do not support this decision. They provide evidence of the incremental usefulness of proportionate consolidation (e.g. Graham et al., 2003; Stoltzfus and Epps, 2005; Bauman, 2007) or of the usefulness of additional information provided by venturers about their interests in joint ventures (e.g. Lim et al., 2003; Kothavala, 2003; Bauman, 2003; Soonawalla, 2005; O'Hanlon and Taylor, 2007) .
These efforts to find international consensus on the appropriate reporting method for interests in JCEs are hampered by a gap in our knowledge on what determines the venturer's accounting choice to report interests in JCEs using the equity method or proportionate consolidation. This paper addresses this gap in the accounting choice literature by exploiting the UK setting where firms had to change their reporting method from the gross equity method (an extension of the equity method) to either the equity method or proportionate consolidation following the mandatory adoption of IFRS in 2005.
This research relies on the extent to which management choices are based on their insights into the underlying economics of their JCEs. More specifically, our research question is whether the type of JCE plays a significant role in the management choice to report interests in JCEs using the equity method or proportionate consolidation. We support our analysis on the classification of JCEs, in Scale and Link, proposed by Hennart (1988) . Scale JCEs are created when the venturers belong to the same industry and they enter a contiguous stage of production or distribution or a new market together (homogeneous cooperation). As the venturer's relationship with a Scale JCE is similar to that with a third party with whom it has an arm's-length contract but where the venturer is protected by a guarantee (the common-control over that third-party), the equity method seems to be a more appropriate method for reporting interests in Scale JCEs. On the other hand, Link JCEs are created when the venturers come from different industries to enter a new business together and each contributes in a different way so as to develop the new business (heterogeneous cooperation). As each venturer contributes to the Link JCE by providing distinct critical resources, the venturer's relationship with the Link JCE is unlike the relation with a third party and the proportionate consolidation therefore seems to be a more appropriate method for reporting interests in Link JCEs.
Our hypothesis is that the venturer is more likely to change the reporting method to proportionate consolidation when the majority of its JCEs are cases of Link cooperation. After controlling for several variables, our results are consistent with this prediction. However, the results also provide empirical evidence supporting the importance of debt covenant costs and monitoring costs in the choice between the two alternative reporting methods. More specifically, we find that venturers with economic incentives to apply proportionate consolidation (because the majority of their JCEs are Link) are less likely to apply this method when their leverage is lower but approximate to the industry median, when their return on assets is lower than the cost of debt or, finally, when the change to proportionate consolidation instead of the equity method would have a significant impact on the venturer's total assets and total liabilities. In the last case, the change would carry a higher cost for shareholders when analysing the venturers' relative accounting performance measures.
This study contributes to accounting research in several ways. First, we bring new evidence on the extent to which managers exercise their discretion to choose the accounting method based on their insights into the underlying economics of their firms. Few papers consider real influences in accounting choice. They include the LIFO/FIFO inventory model developed by Lindahl (1989) , the consolidation studies developed by Whittred 1 (1987) and by Mian and Smith 2 (1990) , the Whittred and Zimmer 3 (1994) study on joint ventures and the intangible assets study developed by Wyatt (2005) . Second, we provide new evidence on the extent to which the venturer's decision about the reporting method for interests in JCEs is a consequence of the type of JCEs of the venturer. Whittred (1987) has already documented a relationship between the adoption of consolidation reporting and the type of subsidiaries. Mian and Smith (1990) also show that a firm's consolidation decision relies on the type of relationship between the parent and its subsidiaries. We extend these conclusions to the issue of JCEs.
In addition to the contributions referred to above, we also provide empirical evidence supporting the importance of debt covenant cost and monitoring costs in the choice between alternative reporting methods. There is already extensive literature that seeks to explain firms' accounting method choice within the framework of debt covenant costs. In contrast, only a few studies analyse the importance of monitoring costs on the choice between accounting methods (e.g. Knoeber and McKee, 1991) . We provide evidence on this issue using the UK setting of transition to IFRS, where firms face the possibility of changing to a completely new reporting method that could, in some cases, provide benefits, but at the expense of higher monitoring costs due to the lack of comparability between financial statements. We use the magnitude of the financial statements effects of the decision to change to proportionate consolidation instead of to the equity method as a proxy for the existence of influential monitoring costs. Some previous studies also provide evidence that incentives to choose among alternative accounting methods include the magnitude of the financial statements effects of the choice (e.g. Hand and Skantz, 1998; D'Souza et al., 2001; Jeter et al., 2008) . We extend these conclusions to the framework of monitoring costs.
Our research could also provide a useful contribution to the international debate on this issue, including to the IASB's joint convergence project to find a consensual solution and remove the option of accounting for interests in JCEs from IAS 31, Interests in Joint Ventures (IASB, 2003) . Our findings suggest that requiring all ventures to report interests in JCEs using just one method, the equity method according to the IASB intention, would tend to reduce the reliability of financial statements, namely those presented by the Ventures with Link JCEs. In this case, financial statements would not represent the substance of the JCEs.
The remainder of the paper is organized as follows. Section 2 contrasts the two alternative approaches to reporting interests in JCEs. Section 3 develops the theoretical framework of this study. Section 4 describes the research design and section 5 analyses the research results. Finally, section 6 presents the summary and concluding remarks.
Reporting Methods for Interests in Jointly Controlled Entities
Different reporting methods for interests in JCEs are required or allowed by different standard setters around the world. On one hand, the equity method is required both by the American APB Opinion 18, The Equity Method of Accounting for Investments in Common Stock (APB, 1971) and by the Australian ASB 131, Interests in Joint Ventures (AASB, 2004) . In the United Kingdom, the FRS 9, Associates and Joint Ventures (ASB, 1997), requires venturers to apply the gross equity method, which is an extension of the equity method. On the other hand, the Canadian Institute of Chartered Accountants Handbook, Section 3005, Interests in Joint Ventures (CICA, 1994) requires proportionate consolidation. The IAS 31, Interests in Joint Ventures (IASB, 2003) , recommends proportionate consolidation (with two possible reporting formats), in spite of allowing the equity method.
Four different reporting methods for interests in JCEs are thus identified, namely the equity method, the gross equity method and the two formats for proportionate consolidation. These four methods can be aggregated in two alternative approaches, reporting interests in JCEs as an asset (equity method and gross equity method) and reporting interests in JCEs as a set of assets and liabilities (the two formats for proportionate consolidation).
According to the first approach (equity method and gross equity method), the Balance Sheet should report the venturer's share of JCEs' net assets as an asset. The Income Statement should report the venturer's share of JCEs' net income as a financial gain or loss. According to the second approach (the two formats for proportionate consolidation), the Balance Sheet should report the venturer's share of JCEs' assets and liabilities separately as assets and as liabilities, respectively. The Income Statement should report the venturer's share of JCEs' revenue and expenses separately as revenue and as expenses, respectively. These two alternative approaches to reporting interests in JCEs lead to different amounts being presented in the Balance Sheet, as assets and liabilities, as well as in the Income Statement, as revenue and expenses. If we replace the equity method by proportionate consolidation, both total assets and total liabilities increase by the venturer's share of JCEs' liabilities. 5 The leverage ratio would be higher as a result of this change. Furthermore, both revenue and expenses increase by the venturer's share of JCEs' expenses and the venturer's share of the JCEs' net income is no longer a financial result but an operating result. These changes would have an impact on the return on assets. 6 Despite theses changes, shareholders equity and net income remain the same as well as the return on shareholders equity.
In the UK, the FRS 9, Associates and Joint Ventures (ASB, 1997) requires venturers to report interests in JCEs by the gross equity method. According to this procedure, interests in JCEs are reported as an asset but additional information about the venturer's share of JCEs' assets, liabilities, revenue and expenses are also presented as desegregations in the face of the Balance Sheet and Income Statement. 7 Owing to the mandatory transition to IFRS in 2005, listed firms in the UK had to choose between two alternatives: (i) reporting interests in JCEs using the equity method, which means not changing the procedure currently in practice; or (ii) reporting interests in JCEs using proportionate consolidation thus requiring venturers to develop a more complex consolidation procedure that could, moreover, have a negative impact on the financial ratio analysis (e.g. leverage could be significantly higher and return on assets could be significantly lower).
As the IAS 31, Interests in Joint Ventures (IASB, 2003) requires venturers to disclose in the Notes additional information quite similar to that previously provided in the face of financial statements according to UK accounting standards, 8 the change from the gross equity method to the equity method is a formality whereby the disclosures are now presented in the Notes rather than as desegregations in the face of the Balance Sheet and Income Statement. The change to proportionate consolidation is a real change from a case of disclosure to a case of recognition of the venturer's interest in JCEs' assets, liabilities, revenue and expenses.
Therefore, the choice of proportionate consolidation consists of a change in the status quo. It could carry some significant costs for firms using the equity method for internal control purposes. Otherwise, some benefits for firms that already use proportionate consolidation for internal control purposes are predicted. We expect UK firms to change to proportionate consolidation when this method better reflects the substance and the economic reality of the JCEs and is therefore used for internal control purposes.
As in Mian and Smith (1990) , the hypothesis we develop in the next section relies on the presupposition that if a method is more appropriate for internal control purposes, that method will also tend to be used for external reporting. The adoption of different methods for internal and external purposes imposes costs. First, there are potential political costs associated with employing different figures for external reporting and for internal control. Second, the use of internal accounting figures in judging managerial performance and setting compensation provides a demand for their external verification, whereas only one external audit is required when the same figures are used for both internal control and external financial reporting. Finally, conditioning contracts on accounting figures employed for a wide variety of purposes controls the incentive to manipulate the numbers for any single purpose (Mian and Smith, 1990) .
The literature on segment reporting also provides some evidence on this issue. Maines et al. (1997) show that, consistent with FASB's expectations when issuing SFAS 131, analysts view segment data as more reliable when externally reported segment definitions are congruent with internal segment definitions. The segment information produced using the FASB's management approach may be perceived as more reliable since it is used internally and not developed solely for external reporting. This approach suggests that segment information is more likely to be reliable in the sense that managers rely on it and it is not arbitrary as far as the enterprise is concerned (Maines et al., 1997) . However, Nichols and Street (2007) show that the flexibility in segment determination persists when the management approach (IAS 14 revised) is used given that the new standard continues to allow managers to aggregate industry segments. They provide evidence that managers are less likely to disclose segments separately when the segmental profit performance (e.g. return on assets) exceeds the industry average. Therefore, other incentives could result in managers not reporting externally some information that is appropriate and used for internal purposes. In our research we also find that the method that we assume to be more appropriate for internal reporting is sometimes not used by managers for external reporting so as to avoid for example debt covenant costs or monitoring costs. Arm's-length contracts do not involve the contribution of assets and capital by participants, which is why they are the least complex form of inter-organizational cooperation. The purchaser has no control over the assets and liabilities used to provide the products or services described in the contract and, therefore, those assets and liabilities are not reported in the purchaser's Balance Sheet. However, when the market for those products or services fails, 9 all other forms of inter-organizational cooperation are more efficient.
Acquisitions involve the parent's contribution of assets and capital and are therefore a more complex form of inter-organizational cooperation than a simple contract. Because only the parent maintains its autonomy, this form of cooperation is distinct from a joint venture. The purchaser (parent) has total control over the assets and liabilities used to provide the subsidiary's products or services and, therefore, those assets and liabilities are presented in the parent's Balance Sheet (Full consolidation). However, several studies based on the transaction costs theory show that when the acquisition costs or the post acquisition integration costs are significant, joint ventures could be a more efficient form of inter-organizational cooperation than acquisitions (e.g. Hennart, 1988 Hennart, , 1991 Balakrishnan and Koza, 1993; Hennart and Reddy, 1997; Chen and Hennart, 2004) .
Joint ventures also involve the contribution of assets and capital by participants and are a more complex form of inter-organizational cooperation than simple arm's-length contracts. Because both venturers maintain their autonomy, this form of cooperation is distinct from acquisitions. JCAOs involve the contribution of assets and capital by venturers in order to achieve their mutual task. Since no separate business entity is created, the mutual task is achieved inside the venturers' firms. The venturers have some control over their share of the jointly controlled assets and liabilities or operations and, thus, they report it in their financial statements (Proportionate consolidation).
Although JCEs also involve the contribution of assets and capital by venturers in order to achieve their mutual task, a separate business entity is created. However, there is no consensus about how an interest in a JCE should be reported in the venturers' financial statements. Proponents of the equity method argue that the venturer has no control over its share of the JCE's assets and liabilities but only has control over the financial interest in the JCE; hence, JCEs and JCAOs should be reported differently. Proponents of the proportionate consolidation argue that the venturer has some kind of control over its share of the JCE's assets and liabilities, similar to the control that a venturer has over its share of jointly controlled assets and operations; hence JCEs and JCAOs should be reported in the same way. In order to solve this problem, it is necessary to learn more about the nature of the JCEs. Hennart (1988) contrasts two types of JCEs: Scale and Link.
Scale JCEs
According to Hennart (1988) , Scale JCEs arise when venturers seek to internalize a failing market, but indivisibles due to scale or scope economies make full ownership of the relevant assets inefficient. This kind of JCE allows venturers to reconcile the need to bridge a failing market with the presence of large differences in the minimum efficient scale across successive stages.
This can be made clearer with an example. Consider the automobile industry. Automobile assemblers purchase standard components from large independent suppliers but face a problem when purchasing components specific to their models (e.g. engine). The market for these specific components tends to be thin, exposing parties to opportunistic behaviour i.e. it is a failing market due to high transaction costs. Therefore, automobile assemblers find it necessary to integrate backward into the production of those specific components. Whenever the minimum efficient scale is larger at the components production than at the assembly level, automobile assemblers join forces and produce components through a joint venture (Scale JCE). Were it not for high transaction costs in the market for those specific components, their production would be undertaken by some large independent suppliers, each of whom holds a widely diversified portfolio of potential automobile assemblers.
The venturers of a Scale JCE belong to the same industry (e.g. they are both automobile assemblers) and they enter a contiguous stage of production or distribution or a new market together (e.g. specific component production). They create the JCE instead of buying the components from an independent party only as a way of avoiding the failing market transaction costs. A Scale JCE is therefore a case of homogeneous cooperation.
Link JCEs
According to Hennart (1988) , Link JCEs arise when there is simultaneous failing of the markets for the services of two or more assets whenever these assets are firm-specific public goods and the acquisition of the firm holding them would entail significant management costs. Assets are (i) firm-specific when they cannot be dissociated from the firm itself even though they often constitute a small part of the firm's assets, and are (ii) a public good when they can be shared at low marginal costs.
This can be made clearer with an example. Consider, on one hand, one of the world's leading manufacturer of milk products, which is entering a new country and suffers from a lack of country-specific distribution know-how and, on the other hand, a local distributor that is looking for leading trademarks to sell. The manufacturing of milk products should comply with specific patterns of quality. As this quality cannot be evaluated before its purchase, buyers will be willing to pay a premium for a trademarked milk product. However, the greater the trademark weight, the greater the possibility of opportunistic behaviour by the manufacturer. The market for the leading manufacturer's milk products is therefore a failing market. The distribution of milk products requires a high optimal level of dedicated investment in specialized facilities (e.g. refrigeration). Considering the possible opportunistic behaviour by the manufacturer, the distributor tries to reduce his loss by minimizing the investments supporting the sale of those products, which could debase their quality. Therefore, the distribution of trademarked milk products is also a failing market.
The two failing markets mentioned above are supported by two important assets: the manufacturer's trademark and technological know-how and the distributor's specific-country distribution know-how. These two different assets are firm-specific in the sense that they could not be sold independently from the firm itself; they are also a public good in the sense that someone could use it with zero or low marginal costs. The acquisition of the firms holding those assets is out of the question because it would entail significant management costs. Thus, both manufacturer and distributor find it necessary to join forces in order to produce and distribute those trademarked milk products through a joint venture (Link JCE).
The venturers of a Link JCE come from different industries (e.g. one is a manufacturer and the other is a distributor) entering a new business together (e.g. the distribution of the leading manufacturer's milk products in a specific country) and each contributes in a different way to the development of that new business. Each of the venturers creates the JCE instead of establishing a contractual relation with the other venturer; he thus avoids the transaction costs of the other venturer's failing market at the expense of losing the possibility of benefiting from the Reporting Methods for Interests in Jointly Controlled Entities 9 transaction costs of their own market (e.g. the manufacturer will avoid the distribution transaction costs at the expense of a loss in the capacity to account a gain through an opportunistic behaviour in their own market and vice versa). A Link JCE is therefore a case of heterogeneous cooperation.
Type of JCE and the Accounting Choice
The interest in a Scale JCE is a way of avoiding the transaction costs of a failing market (e.g. the possibility of opportunistic behaviour by engine producers). This interest should be seen as a kind of guarantee for the binomial quality/price of the supplies (e.g. engines). The venturer's relationship with a Scale JCE is similar to that with a third party with whom it has an arm's-length contract but where the venturer is protected by a guarantee (the common-control over that thirdparty). This kind of relationship is therefore closer to the relationship with an associate over whom the investor has significant influence. Accordingly, the equity method seems more appropriate for reporting interests in Scale JCEs.
The interest in a Link JCE is a way of avoiding the transaction costs of a failing market for the other venturer's firm-specific public asset (e.g. specific-country distribution know-how), but at the expense of sharing their own firm-specific public asset for which there is also a failing market (e.g. technological knowhow). Therefore, the venturer's relationship with a Link JCE is not like one with a third party. Each of the venturers contributes with different critical resources in order to achieve a mutual task through the Link JCE. Due to this significant wrapping up and reciprocity of the venturers, the relationship between a venturer and a Link JCE is closer to one with a JCAO. Hence, the proportionate consolidation seems to be a more appropriate method for reporting interests in Link JCEs.
Three UK venturers applying proportionate consolidation sent Comment Letters to the IASB Exposure Draft on Joint Ventures. They are all included in our sample and they are classified as Link. These venturers argue that proportionate consolidation is used both for internal and external purposes and two of them support their decision based on the type of relationship with the joint venturers. More specifically, The Serco Group argues that: 'Our joint ventures are arrangements where the venture parties offer differing skills and experiences, but the risks and rewards of the arrangements and control over the management of the businesses is shared [. . .] to treat joint ventures in the same way as associates would devalue our role in the joint ventures [. . .] we believe that proportionate consolidation is a more appropriate method for accounting for our joint ventures than equity method' (Comment Letter 101). The John Wood Group argues that 'In such joint ventures, although we operate in a regime of joint control over all material matters, we have a significant involvement in a day-to-day management of the business activities. We believe that the proportionate consolidation method is the most appropriate accounting treatment to reflect the substance of the arrangements' (Comment Letter 57).
Previous research already provides some empirical evidence on this issue. For example, Mian and Smith (1990) found that prior to the Financial Accounting Standards Board Statement 94 in the United States the greater the operating and informational interdependencies between parent and financial subsidiary the more US parents were likely to report operations of a financial subsidiary on a consolidated basis. We extend this to the case of joint ventures.
Finally, given that managers sometimes exercise their discretion to choose the accounting method based on their insights into the underlying economics of their firms (e.g. Mian and Smith, 1990; Whittred and Zimmer, 1994; Wyatt, 2005) , we hypothesize that the type of JCE (Scale or Link) will map into the accounting choice through its influence on management beliefs about the degree of control over the venturer's share of the JCE's assets and liabilities. In addition, bearing in mind that venturers have to choose a reporting method for all the interests in JCEs and not for each of them individually, the following relationship is expected between the type of JCE and the accounting choice for reporting interests in JCEs: as the majority of a venturer's JCEs is Link, the venturer is more likely to report interests in JCEs by proportionate consolidation than by the equity method.
Alternative Explanations of the Accounting Choice
This section discusses alternative explanations for the management choice between reporting interests in JCEs using the equity method or proportionate consolidation based on prior literature on accounting choice.
Debt contracts
Assuming that a venturer's proximity to covenant limits and the cost of violating those covenants are both positively related to its leverage (Duke and Hunt, 1990; Press and Weintrop, 1990) , and bearing in mind that the change to proportionate consolidation carries an increase in leverage, a negative relationship between leverage and the choice of proportionate consolidation is predicted. Some studies measure the proximity to covenant limits based on leverage in relative rather than absolute terms (e.g. Georgiou, 2005) . Thus, a negative relationship could be expected between a venturer with a leverage ratio above the industry median and the choice of proportionate consolidation. Otherwise, as venturers with leverage above the industry median have no incentives to change to proportionate consolidation, a negative relation could be expected between leverage and the change to proportionate consolidation only for those venturers whose leverage is below the industry median.
However, there has been considerable debate in the accounting literature as to how well high leverage proxies for the proximity of covenant limits and for debt covenant costs (Fields et al., 2001) . Furthermore, much of the research that uses leverage as a proxy for the proximity of covenant limits has been based on US Reporting Methods for Interests in Jointly Controlled Entities 11 data and on public debt. As both the type of debt and the factors driving the incidence of accounting-based covenants in public debt agreements are different in the UK from those in the US, this subject requires further analysis. Citron (1995) identifies some important institutional differences between public debt in the UK and the US. The UK public market is relatively small in comparison with that of the US and it is generally only high quality firms that obtain access to this market. The UK insolvency procedures afford unambiguous protection to secured creditors. Accounting-based covenants are thus used in only a small number of public debt contracts and they are associated with long-term unsecured debt.
11 As a result, attention should be directed to private debt. Accounting-based covenants are widely used in UK private debt. In contrast with public debt, there is a greater diversification of covenants because the range and type of covenants are negotiated directly between the lender and the borrower, and renegotiations are a usual procedure. However, most covenants in UK private debt contracts relate to leverage and interest cover (Moir and Sudarsanam, 2007) .
12 Dichev and Skinner (2002) provide a discussion of the economics of private corporate lending. They point out that private lenders use debt covenants as an early warning signal to maintain close scrutiny over the performance of the borrower, implying that the information content and consequences of debt covenant violations are likely to vary depending on the borrower's economic circumstances. It is therefore unlikely that covenant violations are always, or even often, associated with financial distress and serious consequences for the borrower. Empirical evidence provided by Dichev and Skinner (2002) shows that the extensively-used leverage variable is a relatively poor proxy for the proximity to covenant limits enclosed in private debt agreements. Smith (1993) argues that one stylized strategy that private lenders can follow is to set debt constraints just below the actual current value. If the firm's operating performance is in line with or better than normal business, covenants are not violated and the debt is serviced as normal. If, on the other hand, the firm's operating performance deteriorates, covenants are quickly violated, giving the lenders the ability to reassess the loan. If the deterioration continues, the lender renegotiates again and may eventually get to the point where more drastic alternatives are necessary.
This lending strategy produces a dynamic interaction between borrower and lender that provides ongoing flexible monitoring of the borrower and potential interest rate adjustments. Significant operating performance deterioration could make a favourable leverage become unfavourable to the firm. Whenever this is the case, the firm's return on assets becomes lower than the cost required to pay for the use of the borrowed funds. Thus, borrowing is now not justified and most common covenants in private debt (leverage and interest cover) are probably violated 13 and renegotiation with lenders is required. As the benefits of avoiding covenant violation increase when leverage becomes unfavourable, managers of venturers whose return on assets is lower than the cost of debt attempt to maintain the equity method in order to avoid such violations. A negative relation is therefore expected between a venturer to have a return on assets lower than the cost of debt and the change to proportionate consolidation.
Operating performance
The change to proportionate consolidation usually carries a decrease in the Return on Assets (ROA). Thus, a positive relation is predicted between ROA and this change. A positive relation could also be expected between a venturer to have a ROA above the industry median and the change to proportionate consolidation.
Significance of change
The change to proportionate consolidation by UK firms means a change in the status quo, which could bring additional costs to the firms, mainly to those applying the equity method for internal purposes. Assuming the change does not result in benefits, the UK listed firms would expect each other not to apply proportionate consolidation in the transition to IFRS. Considering that in order to reduce shareholders' monitoring costs, a firm adopt those accounting methods employed by other firms facing a similar economic environment (Knoeber and McKee, 1991) , we would expect an alignment of the UK firms focusing on the equity method. Assuming that shareholders estimate managers' performance based on accounting information and that they construct a relative accounting performance measure (e.g. the return on assets) using only the performance of those other firms applying the same accounting method, the firm's accounting choice determines which other firms can be used as benchmarks to evaluate its manager and thus affect monitoring costs (Knoeber and McKee, 1991) .
14 Therefore, a venturer can be expected to choose the most widely used method, i.e. the equity method to minimize monitoring costs,.
However, we also predict that venturers may have incentives to change their reporting method of interests in JCE to proportionate consolidation, namely when the majority of their JCEs are Link. Such firms will change the accounting method when the benefits of this change outweigh its costs. We assume that monitoring costs would be an influential variable only when the change to proportionate consolidation, as opposed to the equity method has a significant impact on the main balance sheet measures (total assets and total liabilities). Otherwise, shareholders could compare the performance measures of firms using proportionate consolidation with those using the equity method without risk of compromising their decisions. Therefore, a negative relation is predicted between a significant impact of the change to proportionate consolidation in the venturer's total assets and total liabilities and the choice of proportionate consolidation.
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Political costs
Managers sometimes make an accounting choice so as to minimize firm's political costs. Assuming that larger firms are more likely to face political exposure penalties than smaller firms, managers of larger venturers may have incentives to report interests in JCEs by the equity method in order to avoid a significant change in the status quo. Thus, a negative relationship is predicted between the venturer's size and the choice of proportionate consolidation.
Debt guarantees
Previous studies on accounting choice document a positive relationship between the adoption of consolidated reporting and the presence of inter-company guarantees (e.g. Whittred, 1987; Mian and Smith, 1990; Whittred and Zimmer, 1994) . Some argue that cross-guarantees among related companies avoid the costs of prohibiting asset transfers within the group while controlling incentives to use such transactions to transfer wealth from borrowing company creditors. Thus, consolidation facilitates monitoring compliance with contracts where guarantees are offered. Studies on the value-relevance of proportionate consolidation figures or on the value relevance of disclosures of the venturer's share of JCE's liabilities provide additional evidence on this issue (e.g. Bauman, 2003; Stolzfus and Epps, 2005; O'Hanlon and Taylor, 2007) . They document that a change to proportionate consolidation or the disclosure of JCE's liabilities would provide more value-relevant information, especially when the venturer guarantees the debt of the joint ventures. Unlike the former studies, in which the results are based on samples and time periods that vary greatly from those used in our research, the latter studies are based on a large sample of US and UK firms. However, the results seem to highlight the importance of guarantees both for preparers and users of financial statements. Hence, a positive relationship is predicted between the venturers providing financial guarantees to JCEs and the choice of proportionate consolidation.
Research Design
Data Collection and Analysis
Our analysis relies on firms listed in the London Stock Exchange belonging to the FTSE All Shares and that changed their accounting standards to IFRS compulsory by the financial year beginning on or after 1 January 2005. 15 The name and the website of each of these firms are drawn from the Thomson Worldscope Database. We started by collecting the first annual consolidated financial statements presented according to IFRS from the firms' website. We then selected only those firms that report interests in JCEs. Thus, our sample consists of 159 firms (venturers).
The dependent variable is the reporting method used by venturers to report interests in JCEs following the adoption of IFRS, which is identified in the above-mentioned consolidated financial statements. The sample includes both venturers that report interests in JCEs by the equity method (125/159) and by proportionate consolidation (34/159). The most important independent variable is the type of venturer, considering whether the majority of its JCEs are Scale or Link. It is impossible to use the type of JCE as independent variable because the venturers have to choose the accounting method for reporting all of their interests in JCEs, as opposed to the reporting method for each one of them. However, we can expect the venturers' choice of reporting method to be based on the type of the majority of their JCEs. Thus, two types of venturers are identified: the venturers where the majority of JCEs are Scale (Scale Venturers) and the venturers where the majority of JCEs are Link (Link Venturers).
Prior to classifying each venturer as Scale or Link, their JCEs must be classified and this was done using the following procedure. First, we identified the names of the JCEs for each venturer from the Notes included in the first consolidated financial statements prepared according to IFRS. We then looked for information about each JCE's business as well as the venturers' business in order to analyze and draw conclusions about the role of each venturer in the JCE. When the business of the venturer under consideration is complementary to that of some other venturers, the JCE is a case of heterogeneous cooperation and is therefore classified as a Link JCE. When all the venturers undertake a similar business, the JCE is a case of homogeneous cooperation and is classified as a Scale JCE.
Our primary source of information is the JCE website, where we looked for information about the JCE's business and venturers. Second, we searched for information about the venturers' business in the JCE website or, alternatively, in each venturer's websites. Finally, and based on the business descriptions, we classified the JCEs into Scale or Link. For example, the South East Australia (SEA Gas) is one of the JCEs identified in the Notes of the International Power Group. As a first step, we searched for the website of this JCE (www.seagas.com. au), from which we collected information about this JCE's business and venturers. The SEA Gas is identified as a partnership that was established to develop, own and operate the underground pipeline system transporting natural gas from the Otway and Bass Basins to South Australia and Victoria. The SEA Gas is neither a retailer nor producer of natural gas but can be considered a road train carrying large volumes of its customers' goods (in this case, natural gas) to major depots (delivery points). The SEA Gas's venturers are International Power and APA Group. The second step was to search for the website of these two venturers in order to find information about their businesses. The International Power is a growing, independent power generation company with interests in over 45 power stations and some closely linked business around the world (www.ipplc.com). The APA Group is a leader in energy transport in Australia with interests in well over 10,000 km of gas transmission pipelines serving all mainland states (www.apa.com.au). These two venturers come from different industries (power generation and energy transportation) and they have entered a new business together (operating a specific underground pipeline). This JCE is a case of heterogeneous cooperation and is therefore classified as Link.
In cases where the JCE website was not available, we looked for alternative sources of information about the JCE's business and venturers. This was usually found in the venturer's annual report or website. For example, the Lakeside Energy from Waste is one of the JCEs identified in the Notes of the Pennon Group. As the website of this firm is not available, we started by looking in the Pennon Group Financial Report. We found information in the Chairman's Statement about the JCE's business and venturers, namely that Viridor waste (one of the Pennon Group's main subsidiaries) established a 50:50 joint venture company with Grundon Waste Management and the new business -Lakeside Energy from Waste -will build and operate an energy-from-waste plant in Colnbrook, near Heathrow. The plant will have a capacity of 200,000 tonnes of waste per annum and will provide a power generation capacity of 32 megawatts of electricity. The second step was to search for the website of the two venturers to find information about their businesses. The Viridor Waste is one of the UK's leading waste management companies (www.pennon-group.co.uk). The Grundon Waste Management is the largest privately owned waste management group in the UK (www.grundon.com). These two venturers belong to the same industry (waste management) and they have entered a contiguous stage of production together (energy from waste). The Lakeside Energy from Waste is a case of homogeneous cooperation and is therefore classified as Scale.
Another example is the Salvesen Logistica, a JCE identified in the Notes of Christian Salvesen. As the website of this firm is not available, we started by looking for information in the Christian Salvesen financial report and we identify the Danone Group as the other Salvesen Logistica's venturer in the Note on Investments in Associates and Joint Ventures. In the Operation Review section we found information about the JCE's business. The Salvesen Logistica is incorporated in Spain and operates a shared-user, chilled food distribution network throughout Portugal and Spain. Danone products are the main activity of this JCE. As a second step, we search for the website of the two venturers in order to find information about its business The Salvesen Logistica is a logistics group operating in some European countries. Its industry specializations are food, consumer goods and consumer manufacturing for a wide portfolio of household names (www.salvesen.com). Danone is an international leader in fresh dairy products (www.danone.com). These two venturers come from different industries (logistic and dairy products manufacturing) and they have entered to a new business together (the distribution of chilled food in Portugal and Spain). This JCE is a case of heterogeneous cooperation and is therefore classified as Link.
In the exceptional cases where we could not find the information in either the venturer's annual report or website, we did an internet search with the JCE's names for anything that could help us to glean information about the JCEs business and other venturers. This includes, for example, news about acquisitions and disposals of joint venturers. In the few situations where no information was available, we could not classify the JCE. However, the lack of classification of that JCE would not affect the final classification of the Venturer in any of these cases.
There are some venturers where the number of Link JCEs is much the same as the number of Scale JCEs. These venturers apply the equity method and were classified as Scale but the final results would remain unchanged if they had been classified as Link. The return on assets of all these venturers is lower than the cost of debt; this is one of the determinants that we found for Link ventures to report interests in JCEs by the equity method.
Finally, other independent variables are used in order to control for alternative explanations of the accounting choice. Data used to compute these variables are collected from the Thomson Worldscope Database 16 and from the last annual consolidated financial statements prepared according to UK GAAP.
Measurement of Variables
In order to test the hypothesis described in Section 3, some variables are identified and computed. Table 1 provides details of those variables. The dependent variable is the Reporting Method for interests in JCEs used by venturers in their first annual consolidated financial statement presented according to IFRS (REPORTING METHOD). This variable assumes just two values: 0 if the venturer chose to report interests in JCEs by the equity method and 1 if the venturer chose to report interests in JCEs by proportionate consolidation. The most important independent variable is the Type of Venture (TYPE) which assumes the value 0 for the Scale Venturers and assumes 1 for the Link Venturers.
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The other independent variables are: the venturer's leverage (LEV), the position of the venturer's leverage in relation to the industry median (LEV_Position), the venturer's return on assets (ROA), the position of the venturer's return on assets in relation to the industry median (ROA_Position), the venturer's assets (Assets), the position of the venturer's assets in relation to the industry median (Assets_Position), the relation between the venturer's return on assets and cost of debt (ROAversusCD), the impact that the adoption of proportionate consolidation instead of the equity method has (or would have for venturers not switching to proportionate consolidation) on the venturer's assets and liabilities (ImpChange) and whether the venturer provides financial guarantees to JCEs' debt (Guarantees).
The LEV_Position, the ROA_Position, the Assets_Position, the ROAversusCD, the ImpChange and the Guarantees are all binary variables. The LEV_ Position assumes the values 0 and 1 when the venturer's leverage is above or below the industry leverage median, respectively. The ROA_Position assumes the values 0 and 1 when the venturer's return on assets is below or above the industry return on assets median, respectively. The Assets_Position assumes the values 0 and 1 when the venturer's ROA is above or below the industry assets median, respectively. The ROAversusCD assumes the value 0 when the venturer's return on assets is lower than the venturer's cost of debt and assumes the value 1 otherwise. The ImpChange assumes the value 0 when the Reporting Methods for Interests in Jointly Controlled Entities 17 adoption of proportionate consolidation instead of the equity method has a less than 20% impact on the venturer's assets and liabilities, considering either those venturers switching to proportionate consolidation or those applying the equity method, and assumes the value 1 otherwise. Finally, Guarantees assumes the value 0 when the venturer did not provide any financial guarantee to JCEs' Debt and assumes 1 otherwise. LEV, ROA and Assets are all continuous variables. LEV is the venturer's debt divided by its market capitalization, ROA is the venturer's earnings before interest expenses on debt divided by the last year's total assets and Assets is the venturer's total assets (we use the logarithm of assets in order to reduce the original scale). All of these variables are computed immediately before the change from UK GAAP to IFRS and considering interests in JCEs reported by the equity method. Data used to compute some of these variables are collected from the last annual consolidated financial statements prepared according to UK GAAP. In the particular case of the variable ImpChange, total assets and total liabilities needs to be computed based on either the equity method or proportionate consolidation. The information provided by venturers in their consolidated financial statements is used as equity method financial amounts. Pro forma proportionate consolidation amounts are computed based on the additional information on the venturer's share of JCEs' assets and liabilities provided by the venturers in the face of their balance sheet.
18 According to IFRS, venturers also have to provide appropriate disclosures in the Notes on the aggregate amount of current asset, long-term assets, current liabilities and long-term liabilities related to the venturer's share of JCEs. This information is very important in order to improve the comparability of the venturers' financial statements. Almost all the firms analysed in this study comply with this requirement in their first consolidated financial statements prepared according to IFRS. Therefore, a possible trend of non compliance by those firms that switch to proportionate consolidation is not an issue that could affect our results.
Finally, we also considered independent dummy variables for each of the one-digit SIC code industries in order to control for the effect of the firm's industry.
Research method
To test the hypothesis formulated in Section 3, first we performed univariate comparisons based on descriptive statistics and tests of equality for the central tendency measures in the case of continuous variables, and tests of equality of proportions in case of binary variables. Secondly, we estimated several logistic regression models.
Univariate comparisons
As firms are divided into two groups according to the method chosen to report interests in JCEs -the equity method and proportionate consolidation -we first computed for each of these two groups the mean and median of the continuous variables and the frequencies for each binary variable that represent the most relevant subjects in our empirical analysis. Secondly, we applied the equality of means parametric t-test, and the non-parametric Mann-Whitney test when the Reporting Methods for Interests in Jointly Controlled Entities 19 normality or the variance equality assumptions underlying the t-test are not met, to compare the resulting groups in terms of the continuous variables of our study. For the binary variables, the test for the difference of proportions is computed.
Furthermore, as the impact of some variables on the decision to report JCE interests using either the equity method or proportionate consolidation can be different for the Link Venturers, when compared to the Scale Venturers, we also performed univariate analyses for each one of these resulting groups. Thus, in Tables 2 and 3 statistical results refer to all firms (All venturers) and to each of these two particular sets: Scale Venturers (TYPE ¼ 0) and Link Venturers (TYPE ¼ 1).
Logistic regressions
The univariate comparisons are complemented by the estimation of several logistic regressions. With this econometric model, conclusions can be drawn about the interrelations between the independent variables and their impact on the probability of reporting interests in JCEs by proportionate consolidation instead of the equity method. The equation of the main logistic regression is:
where e represents the exponential and
X 9 ¼ ImpChange; X 10 ¼ Guarantees;
X 11j ¼ Industry dummy variables, with j ¼ 1; 2; . . . ; 7:
For the reasons mentioned above, we also estimated the logistic regression for each of the groups of venturers identified based on the type of JCEs: Scale Venturers (TYPE ¼ 0) and Link Venturers (TYPE ¼ 1). In these two additional regressions, variable X 1 was excluded from the model. The objective of this analysis is to identify the variables that have a significant impact on the probability of reporting interests in JCEs by proportionate consolidation instead of the equity method in just one of these two sets of venturers.
Results
Tables 2 to 6 report the statistical results. Tables 2 and 3 summarize the empirical  results from the univariate comparisons, while Tables 4, 5 and 6 report findings from binary logistic regressions.
Univariate Comparisons
Tables 2 and 3 provide the mean and the median as well as the central tendency equality tests results for each of the continuous variables; they also provide the frequencies as well as the results of the tests for the difference of proportions for each of the binary variables.
Type of JCEs hypothesis
Table 2 (Panel A) presents the number of Scale Venturers (TYPE ¼ 0) and the number of Link Venturers (TYPE ¼ 1) that adopt each of the reporting methods for interests in JCEs, as well as the results of the test for the difference in proportions. As expected, 46% of the Link Venturers have changed their reporting method for interests in JCEs to proportionate consolidation while just 7% of the Scale Venturers made that change. According to the result of the test for the difference of proportions (-6.43 ) and its associated significance (p-value ¼ 0.000) the percentage of change to proportionate consolidation in the Link Venturers is statistically higher than the percentage of change in the Scale Venturers. Based on this, we can conclude that data supports our hypothesis: as the majority of a venturer's JCEs are Link, the venturer is more likely to report interests in JCEs by proportionate consolidation than by the equity method.
However, the percentage of Link Venturers that chose to apply the equity method (54%) is still considerable. This highlights that other variables could support the decision made by this type of Venturer to report interests in JCEs using either the equity method or proportionate consolidation. The empirical analysis of the alternative explanations for the accounting choice provides evidence on this prediction. below the industry median, venturers whose return on assets is either higher or lower than the cost of debt and also venturers that provide or not financial guarantees on JCEs' debt. For the other three variables there is a difference between the two groups identified. The percentage of venturers reporting interests in JCEs by proportionate consolidation is higher in the case of venturers whose leverage is above the industry median, in the case of venturers whose assets are above the industry median and for the venturers where the impact of the adoption of proportionate consolidation instead of the equity method is lower than 20% of total assets and liabilities. However, the results of the test for the difference of proportions show that these differences are not statistically significant.
Alternative explanations of the accounting choice
A separate analysis of Scale Venturers and Link Venturers reveals different findings. For the group of Scale Venturers, the results are similar to those of All Venturers. However, the results of the test for the difference of proportions for the group of Link Venturers are statistically significant for three variables: LEV_Position, ROAversusCD and ImpChange, but only two meet expectations. As predicted, the percentage of venturers reporting interests in JCEs by proportionate consolidation is statistically higher in the case of venturers whose return on assets is higher than the cost of debt (t ¼ -2.90) as well as in the case of venturers where the impact of the adoption of proportionate consolidation instead of the equity method in total assets and liabilities is lower than 20% (t ¼ 2.84). Contrary to predictions, the percentage of venturers reporting interests in JCEs by proportionate consolidation is statistically higher in the group of venturers whose leverage is above industry median (t ¼ 2.29). A possible explanation for this result is that the group of Link Ventures has a significant number of venturers whose leverage is above the industry median but, as they have a return on assets higher than the cost of debt, they are more likely to report interests in JCEs by proportionate consolidation rather than the equity method. For these venturers, a good proxy for the proximity of covenant limits is not a high leverage but a cost of debt higher than the return on assets. This explanation is in accordance with the discussion on the accounting-based covenants in private debt provided in Section 3. In order to confirm this, we perform a logistic regression of the REPORTING METHOD on the variables LEV_Position and ROAversusCD together and separately. The results show that the inclusion of the variable ROAversusCD makes the LEV_Position statistically insignificant, thus confirming the above explanation. Table 2 (Panel 2) presents the empirical results for the continuous variables. It shows the mean and the median for the variables LEV, ROA and Assets. It also shows the results for the non-parametric Mann-Whitney test in the case of ROA and for the t-test in the cases of LEV and Assets. The Mann-Whitney test is used when the normality assumption is rejected. For each variable, the difference in means or medians is not statistically significant for all the three cases considered. Table 3 provides details about the distribution of the venturers' choice across industries. Venturers reporting interests in JCEs using either the equity method or proportionate consolidation are found in each industry although the former predominates in all cases. The results of the test for the difference of proportions show that the percentage of venturers reporting interests in JCEs by proportionate consolidation in each industry is not statistically different from the percentages in the other industries. For the group of Scale Venturers, the results are similar to those of All venturers. For the group of Link Venturers, there are three industries where proportionate consolidation is the predominant method. However, the differences of proportions are also statistically insignificant.
Based on the univariate comparisons, we can infer the following. First, the univariate comparisons support our prediction that Link venturers are more likely to report interests in JCEs by proportionate consolidation when compared with the equity method. Second, the univariate comparisons provide some support to the debt-covenant costs hypothesis and to the monitoring costs hypothesis, but only for the group of Link Venturers. In this case, the percentage of venturers that reports interests in JCEs by proportionate consolidation is statistically lower both for those venturers whose ROA is lower than the cost of debt and for those venturers where the impact of the adoption of proportionate consolidation instead of the equity method in total assets or total liabilities is higher that 20%.
As the univariate procedures reported in Tables 2 and 3 can be a weak test to justify the accounting choice detailed in Section 3 (because they are not mutually exclusive and may in fact be reinforced), we also estimated several logistic regression models (with the same dependent variable but with different independent variables combinations) in order to confirm the above conclusions. This econometric analysis enables conclusions to be drawn about the interrelations between different variables considered above and their impact on the probability of a venturer reporting interests in JCEs by proportionate consolidation instead of the equity method.
Logistic Regressions
To obtain more powerful statistical support, we incorporated the variables TYPE, LEV, LEV_Position, LEV Â LEV_Position, ROA, ROA_Position, Assets, Assets_Position, ROAversusCD and Guarantees into several binary logistic regression models. Table 4 reports the parameter estimates from the logistic regressions where the dependent variable (REPORTING METHOD) assumes the values 0 or 1 if the decision is to report interests in JCEs by the equity method or by proportionate consolidation, respectively. The regression in column C1 includes all the covariates, considering the interaction effect between the variables LEV and LEV_Position 19 instead of these two variables separately as they are both statistically insignificant in this case; Columns C2-C5 drops individually from C1 the covariates with p-value lower than 0.1 to check if there are interaction effects within the explanatory variables in the probability of reporting interests in JCEs by proportionate consolidation instead of the equity method. The regressions in columns C6-C10 include those covariates that are statistically significant when considered separately or in combination with the variable TYPE. 
Type of JCEs hypothesis
There is strong support for the type of JCE hypothesis. As can be seen in Table 4 , the estimated coefficient on the TYPE is always very reliable and positive as predicted, regardless of the other covariates included. Based on the absolute value and its corresponding sign, we can conclude that the estimated probability of reporting interests in JCEs by proportionate consolidation is statistically higher for the Link Venturers even if the estimated coefficient cannot be considered the TYPE marginal effect. The estimated coefficient for TYPE always has the lowest probability associated with the significance t-test result (p-value ¼ 0.000). Thus, we conclude that TYPE is the most relevant covariate to explain the probability of a venturer reporting interests in JCEs by proportionate consolidation instead of the equity method.
As the exponential of each coefficient estimate is the odds-ratio for the associated covariate in a logistic regression and it measures the change in the odds of the dependent variable taking the higher of its two values when the covariate increases by 1, we also computed the exponential for all the coefficient estimates in column C1 (Table 5 ), in accordance with Hand and Skantz (1998) . The exponential is substantially higher for TYPE estimated coefficient (Exp ¼ 40.902), confirming the relative importance of this covariate when compared with the others (although the relative importance comparison based on exponentials is not straightforward due to the difference in the covariates' units of measure).
Alternative explanations of the accounting choice
As can be seen in Table 4 , the coefficient estimate for LEV Â LEV_Position is negative (C1: -6.699; C7: -7.364) and statistically significant. Thus, we can conclude that the leverage has a negative impact on the decision to report interests in JCEs by proportionate consolidation, but only for those venturers whose leverage is below the industry median. There is also support for the expectation of a negative relationship between a venturer having a ROA lower than the cost of debt and the choice of reporting interests in JCEs by proportionate consolidation, but only for the group of Link Venturers. Table 4 shows that the estimated coefficient for the ROAversusCD is statistically significant and positive (C1: 1.860), but only when the variable TYPE is also included in the regression. Finally, the results also support the expectation of a negative relationship between a strong impact on the venturer's assets or liabilities resulting from the adoption of proportionate consolidation and the venturer's decision to apply this method, but once again only for the group of Link venturers. These results are not affected by the correlation among the explanatory variables. In order to check this, we computed the VIF (Variance Inflation Factor) for each variable included in the complete logistic regression model. Untabulated results show that all the statistics are well below the rule-of-thumb 10. The correlation among the explanatory variables is therefore very weak and does not affect the estimation results.
A separate estimation of the logistic regressions for each of the groups of venturers identified based on the type of JCE: Scale Venturers (TYPE ¼ 0) and Link Venturers (TYPE ¼ 1) was also performed. Table 6 reports the findings from these two binary logistic regressions, which corroborate the results presented in Table 4 . As can be seen, the estimated coefficients on the LEV Â LEV_Posi-tion, on the ROAversusCD and on the ImpChange are statistically significant and have the predicted sign but only for the group of Link Venturers. This means that a leverage lower but near the industry median, a return on assets lower than the cost of debt or a large change in the venturer's assets or liabilities negatively affect the decision to report interests in JCEs by proportionate consolidation but only for the group of venturers with economic incentives to apply this method, i.e. the Link venturers. The first two variables (LEV Â LEV_Position and ROAversusCD) are proxies for debt covenant costs while the variable ImpChange is used as a proxy for monitoring costs. Thus, the regression results also provide additional evidence on the role of these costs in the choice between two alternative reporting methods. Overall, our findings provide evidence that Link venturers are more likely to apply proportionate consolidation, unless their leverage is lower than but approximate to the industry median, their return on assets is lower than the cost of debt or the change to proportionate consolidation would have a significant impact on the venturer's total assets or total liabilities. Therefore, the findings support our prediction that the type of JCE plays an important role in the management decision to report interests in JCEs using the equity method or proportionate consolidation; at the same time, however, additional evidence is provided that supports the importance of debt covenant costs and monitoring costs in the choice between these two alternative reporting methods.
Summary and Conclusions
There is no international consensus on the appropriate reporting method for interests in JCEs. Policy makers are conscious of the need to find a consensual solution on this issue. The IASB is engaged in a joint convergence project with the FASB in order to find a consensual solution and remove the option of accounting for interests in JCEs using either the equity method or proportionate consolidation from IAS 31 (2003) .
Progress on this issue has been hampered by a gap in the accounting choice literature on the determinants of the choice to report interests in JCEs by the equity method or by proportionate consolidation. The largely unaddressed question bearing on this issue is the extent to which management choices are based on their insights into the underlying economics of their JCEs. This paper contributes to the accounting choice literature by answering this question in a unique setting where management has discretion to apply one of the reporting methods for interests in JCEs.
The results of this study support our prediction that the type of JCE plays an important role in the management's choice to report interests in JCEs by the equity method or by proportionate consolidation. However, the results also provide empirical evidence supporting the importance of debt covenant costs and monitoring costs in the choice between alternative reporting methods.
The analysis of the consequences of the accounting choice between alternative reporting methods for interests in JCEs is a promising avenue for future research. Recent studies have already provided useful evidence on the consequences of accounting choice in other contexts, like the capitalization of R&D expenditures (Oswald and Zarowin, 2007) and the accounting for business combinations (Martínez-Jerez, 2008) . This kind of analysis in the context of JCEs could provide additional insights potentially useful to the international debate on joint ventures accounting. Mather and Peirson (2006) found similar results in relation to most covenants used in Australian private debt. 13 Dichev and Skinner (2002) demonstrate empirically that firms that violate debt covenants enclosed in private debt agreements tend to be more highly levered and less profitable (lower ROA and lower coverage ratio) than firms that do not violate such covenants. 14 The IAS 31, Interests in Joint Ventures (IASB, 2003) , requires venturers to disclose in the Notes the aggregate amount of each of current assets, long-term assets, current liabilities, long-term liabilities, income and expenses related to its interests in JCEs. However, this information does not allow users to compute some ratios, like the return on assets, as if the venturer would report interests in JCEs by the alternative method. 15 Almost all the firms listed in the London Stock Exchange belonging to the FTSE All Shares applied IFRS for the first time in the year of compulsory adoption. We found two early adopter firms with interests in JCEs. They are both foreign firms and their interests in JCEs are reported by proportionate consolidation. The inclusion of these firms would not be relevant for the purpose of our study. 16 In the exceptional cases where the information is not available in the Thomson Worldscope Database, we use information hand-collected from the venturers' annual consolidated financial statements presented in their website. 17 A Scale and a Link Venturer are ventures where the majority of JCEs are, respectively, Scale and Link. 18 The UK GAAP require venturers to report interests in JCEs as an asset (equity method) and to provide additional information about the venturer's share of JCEs' assets and liabilities. This information is always presented by the venturers and enables the computation of pro forma total assets and total liabilities as if JCEs were reported by proportionate consolidation instead of the equity method. 19 Ali and Kumar (1994) suggest the inclusion of interactions in order to enhance the ability to explain accounting choice decisions.
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